Economic function of hedge funds is exactly the same as the one performed by investment funds. In both cases managers are in charge of investors' money. Investors hope that if they withdraw their money, they will recover their contribution and fair return. The first section of the article presents the essence of hedge funds. The second section discusses measures for assessing the effects of investment policy pursued by hedge funds. The third section analyses the investment performance of hedge funds compared to S&P 500 index. The results of the analysis enabled the author to state that hedge funds achieve considerably higher rates of return regardless of market situation.
Introduction
The majority of investment funds and all hedge funds are active funds, i.e. people investing in them confide that fund managers have skills that will contribute to delivering performance considerably better than in the case of passive funds or with other managers in charge. The article is aimed at analyzing and assessing the performance of hedge funds. Comprehensive analysis will be conducted with the use of Barclay Hedge Fund Index (compared with S&P 500 Index).
The first part of the article presents the essence of hedge funds and places a special emphasis on difficulties in defining this investment vehicle. Next section of the paper describes measures for assessing the effects of investment policy pursued by hedge funds. The last part of the article is devoted to investment performance of hedge funds. Time horizon covers the period from 1997 to 2011. Source materials used in the present paper were derived from Barclays Hedge.
Essence of hedge fund
According to conventional definition of hedge fund, it is a loosely regulated investment company. Its fees depend on its performance and it generally strives after achieving rates of return that are not closely correlated to rates of return on equity market or bond market. Due to the fact that the number of features typical of hedge funds is great, it is difficult to define what is not a hedge fund 1 . Since the very beginning of their activity, hedge funds have been hardly transparent in every respect. It was only at the end of 20th century that this information gap began to be bridged. This objective is to be accomplished by private companies that provide databases and specialize in collecting and processing information concerning the activity conducted by the funds under discussion. There is no statutory duty to disclose such data and therefore there is no single and complete database including information concerning the activity conducted by all the funds. Funds are free to deliver reports to databases and hence the vast majority of hedge funds report to one database.
The number of databases to which the funds under consideration report has been subject to increase along with the development of the sector. For instance, Liang has proven in his research that two databases contain only 30% of the same hedge funds. Furthermore, information they provide about the rates of return on these funds coincides in 47%. Analyzing the value of assets under management, type of investment strategy and management expenses, only 53% of hedge funds included in the aforementioned databases revealed certain similarity First of all, evaluation is one of difficulties in calculating the rate of return. While it is not complex to determine the rate of return on classical funds investing in shares, hedge funds very often provide portfolio with financial instruments that are not subject to turnover on organized markets. The difficulty lies in the fact that closing price is not determined for instruments quoted on OTC market, hence hedge funds adopt theoretical models in order to evaluate the value of these instruments. Another solution used for eliminating this drawback is the evaluation of portfolio on the basis of quoted price and not transaction price, which may also give rise to controversy. One more difficulty lies in correct evaluation of rates of return on hedge funds.
Honest evaluation has to include their adjustment to risk. Hedge funds may open both long and short positions, use derivatives and loan and therefore their exposition to market risk during a short period may be subject to change, which makes it difficult to evaluate the aforementioned exposition on the basis of limited sample of monthly rates of return. It should be borne in mind that techniques used effectively for estimating the exposition to risk in classical investment funds are not so effective with reference to hedge funds. The rate of return on equity fund are generally perceived as the return on share portfolio and several elements unique to a given fund.
As far as hedge funds are concerned, the rate of return is best expressed as the rate of return on investment in derivative instruments.
As a result of extrapolating past performance into the future, the performance of a given fund may provide a selective view of the risk. This stems from following the strategy for payment profile similar to the one adopted by insurance enterprise selling earthquake insurance. While such an insurance does not normally require the enterprise to pay out compensation due to which its performance is good, if earthquake occurs the enterprise incurs massive losses that may exceed its profit cumulated during "peaceful" period. As for investors in insurance enterprises, they assess the risk of earthquake occurrence. However, investors in hedge funds are not able to do so since these funds face the risk of incurring serious losses before they materialize. Hedge fund taking such a risk will yield profit because "catastrophe" does not occur for a long time, which makes investors confident that the fund is not subject to change and is not exposed to market risk. Therefore, it may seem "good" as far as performance is concerned. The analysis of changeability may lead to conclusion that the fund is slightly changeable because investors evaluate the rates of return before unfavourable event takes place. Such reasoning justifies why this variability is not the best measure for assessing the risk taken by a given fund. This example proves that hedge fund may seem slightly changeable compared to investment fund. Nevertheless, people investing in the aforementioned fund face greater risk of losing all their assets 6 .
Measures for assessing the effects of investment policy pursued by hedge funds
Determining alpha coefficient is a method for assessing investment strategies in this sector.
This part of the strategy is not accounted for by beta risk which stems from the exposition to market changes. The manager must be able to generate alpha and at the same time not to take beta risk. (
where:
R trate of return on fund during the period under analysis, R frisk-free rate of return during the period under analysis, Β tbeta coefficient for the fund during the period under analysis, R mrate of return on market portfolio during the period under analysis, After transformation the following formula can be applied:
Jensen's alpha is an excess and risk-weighted rate of return. The higher the rate, the better the performance of a given hedge fund. Positive rate implies that the fund is managed above the average, whereas negative rate indicates that portfolio performance is worse than excess market rate (R m -R f ) which equals zero (implying that the market is neutral) 8 .
The analysis of non-regulated funds is based on the assumption that once all fees have been taken into account their alpha is non-negative. This implies that hedge fund managers' earnings are sufficient to cover fees they have imposed. Analyzing the alpha, academic community pays attention to the following two issues: average value of alpha and period during which alpha is found in particular funds. In 2005, Ibbotson and Chen analysed the performance of hedge funds during the period 1999-2004. It turned out that average rate of return on each fund amounted to 9.1% after taking fees into account. Rate of return free of charge is divided into two components.
The first one is profit generated thanks to being exposed to broad market -"beta risk". This exposition generated risk amounting to 5.4%, which implies that average alpha reached 3.7%.
The analysis suggests that alpha in hedge funds is considerably higher than in investment funds committing their financial resources in shares during the aforementioned period 9 .
In 2006 It suggests that the funds under consideration are able to maintain only 50% of their good performance during a three-year period, which implies that if the alpha for a given fund is 2% during such a period, one may expect that the alpha will amount to 1% during another three-year period
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. Summing up, a great number of studies confirm that there is a high percentage of funds with largely positive alpha, which indicates that the ability to select good hedge fund may be extremely profitable. It should also be borne in mind that extrapolating past performance into the future may be risky. However, there are studies confirming that former performance of funds is useful in choosing the good ones in the future.
In order to measure average investment performance of hedge funds (i.e. hedge fund index), one should analyse certain number of funds for the sake of statistical reliability (so that the performance of one fund does not affect the performance as such). That is why Barclay Hedge has been calculating indices only since 1997, although it has been operating for 25 years.
The analysis of hedge fund performance during the period 1997-2012
The major goal of this section is to examine the performance of hedge funds in order to see if this performance is better than the one of investment funds. It is not easy to answer the above question. Investing in hedge funds, whose aim is to achieve an unlimited rate of return, in fact consists in "placing an emphasis" on managerial skills. As a result, managers of hedge funds are faced with serious risk.
* -2Q 2012. (dotcom bust) did not prevent hedge funds from being profitable, admittedly to some extent, yet it seems that investors met their main need, i.e. earned or did not lose at worst. What is more important, when the situation on the market was stable, i.e. both during market growth and market stagnation hedge funds generated substantial absolute profit (over 36% in 1999, i.e. during the time of technological boom). Nevertheless, it is worth mentioning that in 2011 and to be more precise in "bust" August average loss in the industry amounted to over 3%, which seems a slight loss taken account of scale and suddenness of stock market crash and the fact that hedge funds are labelled aggressive institutions. Let us look at hedge fund performance in comparison with the stock market. While research enables one to verify hedge fund returns with the use of Jensen alpha, persons directly responsible for investing financial resources (based on information derived from professional databases) determine rates of return on the basis of classical Sharpe ratio or its variations. Table 1 presents hedge fund returns depending on investment strategies the funds followed throughout the period under analysis. The analysis of hedge fund performance between 1994 and October 2012 suggests that apart from one sub-index describing the strategy followed by hedge funds, i.e. Dedicated Short
Bias which amounted to -4.07%, all sub-indexes were positive. Both in 2008 and 2011 the entire sector of hedge funds recorded negative rates of return on exposure to equity short bias.
The rates in question generated 40.91% and 6.64% of profit respectively.
Furthermore, it should be stated that hedge fund market could develop because these funds have become an instrument for portfolio diversification. They may use derivatives without any limitations and via short sale they strive after reaching indefinite rate of return due to which 
Conclusions
Summing up, it can be stated that since hedge funds place a considerable emphasis on seeking arbitrage opportunities, they are interested mainly in producing absolute profit, and not exceeding benchmark such as indices on stock market or bond market. This makes them neutral in market terms. Hedge funds are expected to deliver positive performance regardless of market performance. Taken the above into account, it is not unusual that funds under discussion did not cope well when American stock market reported serious losses. Such a situation was observed at the beginning of 21st century, i.e. when dotcom bubble burst. It should be borne in mind that many investors tend to extrapolate their past performance into the future due to the fact that the performance of hedge funds was so remarkable compared to stock market. Furthermore, shareowners may consider hedge funds an attractive vehicle for diversification. During last few years the correlation between the performance of these funds and rates of return on global capital markets became significant. Therefore, benefits accruing from diversification are not obvious any more. In fact some hedge funds have become classical investment funds. This stems from a situation when an investor pays certain amount for management and performance typical of hedge funds as well as for risk and rates of return typical of classical investment funds.
Generally speaking, thanks to active management and flexible investment policy hedge funds are more profitable than classical investment funds.
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